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Mr. Chairman, Members of the Committee, my name is Mike Menzies, and I am pleased to testify before you today 

on behalf of the Independent Community Bankers of America (ICBA) and its nearly 5,000 members, representing 

more than 17,000 locations nationwide. ICBA members hold more than $631 billion in insured deposits, $778 billion 

in assets and more than $493 billion in loans to consumers, small businesses and the agricultural community. I am 

President and CEO of Easton Bank and Trust Company, a $100 million bank in Easton, Maryland. I am chairman of 

ICBA's Policy Development Committee, and serve on the boards of ICBA's Mortgage Corporation and Services 

Network. 

The Portfolio Underwriting Process 

Before sharing thoughts about the environment of personal bankruptcy and its impact on our communities, allow me 

to offer a brief illustration of the loan risk taking process. Community banks are in the risk-taking business. They take 

risk whenever they make a loan to an individual. In return for that risk, the bank seeks to make a reasonable profit. 

The customer benefits through the enhancement of his or her financial health. The healthier the customer, the 

healthier the community, the healthier the bank, the healthier our overall economy and tax base. The underwriting of 

consumer loan risks is a fundamental driver to all local economies. 

Successful consumer lending depends on the numbers. Banks must make many loans to as many people as possible 

to diversify exposure and spread the risk. In some respects it is almost like health insurance risk taking without all of 

the health insurance impediments. Consumer lending is a risk sharing business. Many small loans are made so 

profits from any one loan are small and profit is generated from volume. At the same time losses can be significant 

relative to unit profitability. This is especially true when the entire principal of a loan is lost all at once. Let me review 

the consumer loan portfolio example attached to my testimony : 

The example consists of two simple revolving loan portfolios, each containing 100 loans of $1000 apiece, and each 

paid off within a year. One portfolio has an interest rate of five percent, the other a rate of 18 percent. 

If one loan in the five percent portfolio were to immediately default (regardless of causation), it would take the interest 

payments from 41 performing loans to compensate for that default. Lets put it another way. If you are earning 5 



percent on a loan and you lose 100 percent of the principle, you have lost 20 times the interest you were earning. It 

would take 20 years from another loan of the same size and rate just to make up for the loss. If as few as three 

borrowers default, the lender has a completely unprofitable portfolio. 

If one loan in the 18 percent portfolio defaults, it takes the interest from 12 performing loans to compensate for that 

one default. Obviously, if a lender is experiencing greater losses than anticipated, they have to either charge more or 

make fewer loans because of diminished capacity. 

There is not much more to underwriting than that, but it is very difficult and lenders expend a tremendous amount of 

effort to try and get it right. A lender that provides the greatest number of borrowers with the best rate while keeping 

defaults to a minimum is going to have both the most profits and the most customers. Anything that enhances this 

process has obvious consumer benefits. Anything that detracts has obvious downsides--again we either have to raise 

prices or reduce lending. 

Bankruptcy Policy and the Underwriting Process 

Essentially, it seems to me that when we are talking about bankruptcy law, we are making policy interventions that 

determine how the costs of default are socialized across all borrowers through those that either loan money in return 

for future payment, or who render services in exchange for future payment. The ICBA supports the availability of 

bankruptcy for those that truly need it. These individuals should get in and out of the system as quickly as possible 

and the system should focus its resources on those filers that have the capacity to repay a meaningful--not just a few 

dollars--amount of debt. As you saw in the example I just discussed, it takes very few bankruptcies to greatly increase 

costs, and if we can reduce these by even a few, or increase recoveries in a meaningful way, it greatly reduces the 

costs that are socialized among other borrowers. The ICBA feels that S.256 greatly improves the balance in this area, 

and does so in a way that is not unfairly burdensome to those seeking relief. 

As a community banker, we see bankruptcy close up and understand that causes of bankruptcy are complex. The 

industry has long understood, and since 1997, testified before both the House and Senate that many factors such as 

divorce, lack of health insurance etc. all play a role in causing bankruptcy. We cannot and would not underwrite for 

these types of factors--can you imagine if on the credit application, we asked about such matters? We confine our 

underwriting to ability to repay and feel that the same neutral approach to whether a debtor receives a complete 

discharge or has to repay some portion of their indebtedness is the only workable approach. The means test in S.256 

seems to us to provide a reasonable approach towards making sure that those who can pay a meaningful amount do 

so while providing a full range of safeguards for debtors who cannot. Looking back at our underwriting examples, any 

other approach simply results in an unfair distribution of costs among those who are paying their bills--the vast 

majority of my customers. 

The ICBA would also like to take this opportunity to express support for other provisions of the bill that restore 

balance and responsibility to the bankruptcy system overall, notably the provisions that ensure payment of domestic 

support obligations. While this obviously does not benefit us directly in dollars and cents terms, we believe that a 

society that places a priority on ensuring these obligations are met creates a better climate for both lenders and 

consumers and in the long term results in a fairer socialization of costs. 

Conclusion 

The ICBA believes bankruptcy is an appropriate solution for individuals who have legitimate reasons to walk away 

from their obligations. ICBA recognizes that all other borrowers pay for the losses created by those who are 

discharged from their debts. This tax on the majority of individual borrowers should be mitigated wherever possible. 

Healthy consumer borrowers benefit communities, their economies and our overall tax base. Economic disincentives 

such as unnecessary bankruptcies or discharge of debts hinder the wealth formation process that is necessary for 

social progress. 

Unbalanced bankruptcy policies have significant social implications, whether manifested in the casual avoidance of 

domestic support obligations, state taxes or debts owed to lenders. A balanced policy will recognize that there are 

situations where it is appropriate to relieve individuals of all or part of their financial responsibilities, but at the same 



time will encourage Americans to take ownership of their financial health, which is of course intertwined with physical, 

spiritual and personal health.  

The ICBA would like to again express its strong support for S. 256 and appreciates the efforts of the Committee to 

provide a modern legal framework for bankruptcy. We hope that after eight years of extensive consideration, the 

Committee will move expeditiously to enact this much needed legislation, and on behalf of community bankers, we 

stand ready to do everything possible to assist the committee in its efforts. 
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Introduction 

 

Personal bankruptcies exceeded 1.3 million in 1997 -- a new record by far. The 1997 filings were up more than 

200,000 from 1.1 million in 1996, which also had set a record. These recent annual increases alone are larger than 

the total number of bankruptcies was in the early 1980s. In 1998, the number of personal bankruptcy filings is highly 

likely to be double the level of just four years earlier; there were 773,117 filings in 1994. 

 

Clearly, we are in the midst of a wild and unprecedented escalation in personal bankruptcies. Bankruptcy filings per 

capita have been rising each year since 1985, except for two years (1993 and 1994). Since 1995, the pace of the 

increase has become explosive -- surprisingly, since the national economy is in such good shape. 

 

Unemployment is very low and jobs are growing fast. Inflation-adjusted personal incomes are rising, homes are 

selling in record numbers, inflation seems under control, consumer confidence is high, and banks' commercial loans 

are showing extremely low loss rates. How could it be that in the middle of such prosperity, we could have two 

consecutive years of record-setting personal bankruptcies, almost surely to be followed by another record in 1998? 

 

We believe there are multiple reasons for this. They make the problem more complex than some observers think 



when they lay the blame on just one causative factor or another. Our research shows that the causes of the 

bankruptcy increase can be put into three groups: 

 

First, there has been an increase in the frequency and the cost of certain financially disastrous events that happen to 

people. These events can happen solely due to bad luck, or they can be the direct result of an individual's behavior. 

Among these problems are divorce, lack of health insurance, the rampant spread of casino gambling, driving without 

auto insurance, and an increase in entrepreneurial self-employment. 

 

Second, there are three problems related to consumer debt: 1) Actual debt owed by people has grown, 2) There has 

been even faster growth in the amount of unused but available consumer credit lines, and 3) Since the early 1980s, 

consumers have amassed a great deal of adjustable rate debt,  

meaning that interest rate movements now change monthly loan payments. 

 

Third, we believe there are non-financial issues behind the bankruptcy increase, including greatly increased lawyer 

advertising and a reduction in the social stigma once associated with bankruptcy. Only these intangibles seem 

available to explain why bankruptcy is growing even faster than all the other reasons previously described. 

 

This paper also deals with what we believe to be some common misperceptions about why bankruptcies have 

increased. Finally, it touches on the impact of rising bankruptcies on solvent consumers and on financial institutions. 

 

The Rise in Economic Disasters 

 

In 1986, SMR first postulated the theory that bankruptcies were increasing, at least in part, because of an increase in 

the frequency or severity of so-called "insolvency events." These are financial disasters that cause family debts to 

spike suddenly, destroy savings, or otherwise change the monthly income to debt ratio. 

 

We developed this theory by looking at our state and local area bankruptcy filing rates per capita and then searching 

for correlating data sets that would explain why some places are so very much better or worse than others in filing 

rates. Since 1989, SMR has been collecting data on the numbers of bankruptcies filed in each U.S. county, metro 

area, state, and nationally, and we divide these numbers by population for a per capita bankruptcy filing rate, allowing 

all places to be compared fairly. 

 

One problem is divorce. Although the annual rate of divorce is now a bit lower than at its peak in the 1980s, there has 

been a steady, inexorable increase in the percentage of adults who, at any moment in time, happen to be divorced. 

Census data show that in 1965, only 2.9% of American adults were divorced, and this number has now ballooned to 

about 10% of all adults 18 and older. Because the annual rate of marriage is only about twice as high as the annual 

rate of divorce, the percentage of adults who happen to be divorced is mathematically certain to continue to rise, 

ultimately to 15% or even 20%, barring some major change in how well people get along.  

There are some obvious financial problems that come with divorce. Two people who had one monthly housing bill 

suddenly have two, and they have legal bills to pay, and possibly new child care costs, plus alimony and child support 

payments that in some cases puts a financial strain on one spouse or the other. In some cases, the worst thing that 

can happen is to be awarded the family home and car -- and the monthly payments that go along with them. Divorce 

does not necessarily cause financial disaster immediately, but can do so years later when savings are finally depleted 

or mandated alimony or child support payments become too great to bear. 

 

We find that per capita bankruptcy filing rates and divorce rates match well at all geographic levels tested -- even 



county-by-county across the country. Credit managers are well aware that divorced people in general have greater 

credit risk than married people, however fair credit laws prohibit the use of marital status as a criterion for granting 

credit. 

 

Another, and potentially greater, economic disaster strikes when people become seriously ill or injured and either 

don't have health insurance or else don't have enough of it. 

 

The Census Bureau reports that some 40 million Americans have no health insurance of any kind, including any 

government program, and this number is at or near a peak for modern times. Even if this number were not at a peak, 

the rise in the cost of medical services would put uninsured people at greater risk of default than they used to be. 

Again we find general correlation between state-level bankruptcy rates and percentages of the population lacking 

health insurance as reported by the Census. Places with very high bankruptcy rates often have high percentages of 

uninsured people, and places with low bankruptcy rates almost never have large percentages of the population 

lacking health insurance. Various surveys done over the last two years of bankruptcy filers consistently show that 

20% or more of them cite medical debt as a major contributor to their defaults. 

 

Car insurance is another problem. Using the midpoint of two insurance industry estimates, it appears that some 25 

million Americans now drive cars without car insurance. In some states, doing that is within the law, and in most of 

those states, the bankruptcy rate is very high, including Tennessee and Alabama. 

 

The spread of casino gambling also appears to be a problem. When we look at bankruptcy rates in counties that have 

major gambling facilities in them, those rates are higher than in counties that have no gambling facilities. According to 

the American Gaming Association, U.S. households made a record 154 million visits to gambling casinos in 1995 -- 

an increase of 235% over five years. On the county map in Nevada, the closer you come to Las Vegas and Reno, the 

higher the bankruptcy rate generally gets. In California, the highest bankruptcy rates typically are in San Bernardino 

and Riverside counties, which are the closest to Las Vegas, and the fourth highest rate often is in Sacramento 

County, closest to Reno. In New Jersey, Atlantic County, which is where the casinos are, typically has either the 

highest bankruptcy rate or one of the two or three highest in the state. In Tennessee, the bankruptcy rate is highest in 

Shelby County, the heart of Memphis, which is right across the state line from the Tunica MS casino gambling 

complex, reportedly the largest outside of Nevada. 

 

The AGA has officially expressed disagreement with our view that gambling is a contributor to bankruptcy. We 

respect their opinion; we were under the impression that in casinos, the odds favor the house and people sometimes 

lose. As the number of gamblers increases, so would the likelihood that some people lose a lot. 

 

Indeed, with all the risk factors just cited -- lack of health insurance, divorce, driving without insurance, and gambling -

- the bankruptcy problem is actuarial. The vast majority of people who gamble will gamble responsibly. Most people 

without health insurance will be lucky and avoid serious injury or illness. Most divorced people will find a way to 

handle the financial strain. The problem is that if only 1% of these growing high-risk groups have a problem, they 

could account for at least 500,000 bankruptcies per year. 

 

Consumer Debt: Problems and Misconceptions 

 

One widely held belief about bankruptcies is that they have increased purely because people have more financial 

debt than they used to have. And, in some news articles about bankruptcy, the aggressive marketing of credit cards 

has been blamed as the prime culprit in this debt spiral. 



 

There is certainly some validity to the notion that increased loan debt is related to the increase in personal 

bankruptcies. However, the relationship between these two events has not been very strong in the 1990s, and we 

think there are some fundamental misunderstandings about what the connection really is between debt and 

bankruptcy. 

 

Both consumer debt and bankruptcies have increased in the 1980s and 1990s. But the lion's share of the debt 

increase hasn't been in credit cards; it's been in housing debt. All one needs to confirm that is a quick glance at the 

monthly Federal Reserve Bulletin, where the tables regularly break out consumer debt by category. 

 

We can compare the most recent Fed figures for 1997 to the same debt categories 10 years earlier in 1987. (Or, you 

can compare the current numbers against any other year in recent history and reach the same conclusions.) 

 

In 1987, the total dollars owed on residential mortgage loans were $1.959 trillion, and the total dollars owed on all 

forms of non-real-estate revolving debt (credit card, unsecured personal lines, and checking account overdraft loans) 

were $153.9 billion. In 1997, the total dollars owed on residential mortgages were $4.027 trillion, and the total owed 

on all revolving debt had reached $529.7 billion. 

 

So, over the 10 years, mortgage debt increased by more than $2 trillion and credit card and related debt increased by 

$375.8 billion. Put another way, the dollar increase in the mortgage category was more than five times the size of the 

increase in the credit card category. 

 

Furthermore, even these numbers understate the difference. When the Fed looks at housing debt, it only counts 

mortgage loans. It does not count the housing payments made by renters as being "debt." And yet, renters must 

make those payments every month, just as homeowners must pay their mortgage loans, and rents are higher today 

just as mortgage debt is higher. When you combine residential mortgage debt with a pro-forma debt amount for 

renters, what you find is that today, total housing debt is around $6.2 trillion -- more than 10 times the size of total 

credit card debt. 

 

SMR has no hidden agenda in making these observations. We have some clients in the credit card business but a lot 

more clients in real estate lending who may cringe to see us make these comments. It just happens to be true that 

most of the consumer debt in this country is housing debt, not credit card debt, and the real estate debt also is what 

has been increasing most rapidly by far. 

 

This means that it's very hard to be honest and blame the bankruptcy mess on aggressive lender marketing 

techniques. The increase in housing debt has come as a result of more people buying homes, and the escalating 

prices of homes. Also, mortgage lenders, for a variety of reasons, now tend to make loans at higher ratios to the 

values of properties than they used to do. It's not the mortgage lenders stuffing your mailbox with offers to finance 

your next home purchase; indeed, mortgage lenders cannot make wild offers of credit since they must first do 

appraisals, title checks, and other lengthy underwriting. The credit card issuers are the ones engaged in heavy 

marketing, yet we've just seen that their portion of total debt is small and the increase in card debt pales in contrast to 

housing debt. These facts call into question the notion that hyper-aggressive credit card account marketing is behind 

the bankruptcy spike. 

 

Moreover, there are reasons to think that although levels of consumer debt are certainly related to bankruptcy, the 

entire connection is getting a little weak, and something else is also going on. 



 

For example, in 1993 and 1994, total consumer debt continued its normal rate of increase, but bankruptcies declined 

significantly. From 1995 through 1997, the rise in consumer debt moderated, but the bankruptcy rate exploded. By 

our estimate, the U.S. consumer debt-to-income ratio actually improved in 1997 over 1996, mainly because incomes 

got better, and this happened just as bankruptcies reached a new record high. 

 

Further, consumer debt to income ratios fail to correlate with bankruptcy rates at the state, MSA, or county levels as 

shown in our database. The greatest single variable in the consumer debt load from one state or locale to another is 

the cost of housing; it is the largest piece of debt and annual housing costs can vary by three-fold from one place to 

another, like California versus Mississippi. 

 

But many places with reasonably low ratios of debt to income also have some of the nation's highest bankruptcy filing 

rates -- like Tennessee, Alabama, and Mississippi. Other states not so distant from these have low d-t-i ratios and low 

bankruptcy rates, like North and South Carolina. There are states with high d-t-i ratios and high bankruptcy rates, like 

California, Oregon, Nevada, and Virginia, and states with high d-t-i ratios and much lower bankruptcy rates, like 

Delaware, New Hampshire, and Maryland. In short, it's very hard to see any pattern at all in these data. 

 

There are two other aspects of consumer debt that probably do play a role in bankruptcy. One is adjustable rate debt 

and the other is debt that's unused but available to consumers. 

 

I noted earlier that bankruptcies fell in 1993 and 1994 -- the only two years out of the last 12 when that happened. 

How come? The only explanation we know of is interest rates and adjustable debt. As recently as 1980, there was 

literally not a dollar of consumer debt with an adjustable rate. Today, we estimate that more than $1.5 trillion of 

adjustable rate consumer debt exists, most of it comprised of adjustable rate mortgages. This means that when 

prevailing interest rates rise, monthly debt payments rise later (often lagging one year) for millions of Americans, and 

when interest rates fall, monthly payments get easier. In 1993 and 1994, bankruptcies fell after interest rates had 

declined very significantly, and then rates went back up rather dramatically in later 1994 and in 1995, followed by a 

bankruptcy surge. 

 

Finally, there's the matter of available debt. I said earlier that credit cards cannot be blamed for the rise in total 

consumer debt, but what they have done is dramatically increase the credit lines that are available to people who 

may get in financial trouble for other reasons. 

 

In mid-1997, we tallied the total extended credit card lines of all U.S. banks at yearend 1996, using bank call and 

income regulatory reports and other data, and the number was $1.78 trillion. That was nearly double the amount of 

1993, just three years earlier. 

 

The $1.78 trillion is not what people owed; it is the amount of their total credit lines on plastic. Americans typically 

only draw down an average of 20-25% of their available credit card lines. The problem is that if an average consumer 

does get into financial trouble for any reason, he now has much greater ability to turn to his untapped credit card lines 

to forestall the day of reckoning. By the time he ends up in bankruptcy court, he can have massively larger unsecured 

debts than he could have had before, because credit card issuers have been making such large increases in 

available lines to try to keep their customers happy and avoid losing them to competitors. 

 

So in our opinion, credit card issuers are being unfairly treated by their critics in some regards, while on the other 

hand most of the critics haven't really noticed what the card issuers actually have done to exacerbate the cost of 



bankruptcy. We have advised credit card issuers in our research publications to stop using large credit lines as a 

marketing tactic. 

 

The Intangible Issues: Hard To Measure, But They Exist 

 

The really interesting thing about all the problems I've just described is that they explain some of the bankruptcy 

mess, but not all of it. 

 

Personal financial disasters and per capita debt-to-income ratios have worsened gradually. They did not get worse by 

29% in 1996 over 1995, but bankruptcies did. They did not worsen again by 20% in 1997 over 1996, but bankruptcies 

did. So, the hunt for causes of bankruptcy isn't over yet. 

 

The only available conclusion is that certain intangibles are playing a role. One is lawyer advertising. Like adjustable 

rate debt, you rarely saw any lawyer advertising for bankruptcy prior to about the mid-1980s. In fact, lawyers didn't 

advertise for much of anything. 

 

Today, lawyer advertising for bankruptcy is prevalent and often provocative. We did a brief study of telephone book 

ads and found that cities with high bankruptcy filing rates usually do have higher levels of lawyer advertising than 

cities with low filings rates. A recent look through the Las Vegas Yellow Pages shows more than 100 pages of lawyer 

advertising, of which roughly one in 10 mentions or is devoted to bankruptcy. Las Vegas has one of the highest urban 

area bankruptcy rates. We're sure lawyers would argue that they are merely responding to higher demand for their 

services. But since the whole purpose of advertising in any business is to sell products and services, we would 

imagine that advertising for bankruptcy gets results, too, and helps convince at least some people to use bankruptcy 

to eliminate their debts. We have no idea how to measure this precisely. 

 

At the same time, we agree with Fed Chairman Greenspan, who has attributed the bankruptcy increase to a general 

loss of social stigma once attached to the subject. 

 

We can see in our database a very interesting fact along these lines. Places that used to have very low bankruptcy 

rates back in 1989, when we started compiling the data, have had a mixed experience since then. Some have stayed 

low, and some have gotten a little worse, and some have gotten a lot worse. But when we look at places that had 

very high bankruptcy rates back in 1989, they've virtually all stayed high and never got better. Why would that be? 

 

Certainly, one explanation must be that when bankruptcy filing becomes common in a local area, everyone ends up 

knowing someone who did it. Bankruptcy becomes de-mystified and begins to lose its embarrassment. Indeed, if you 

know a person who ended up prospering as a result of bankruptcy, then bankruptcy certainly may begin to sound like 

a smart strategy -- like a mortgage refinance. 

 

At the same time, consumers have watched the stigma of bankruptcy disappear in the business world. The airlines 

have filed for bankruptcy -- some more than once -- and yet the planes usually keep flying. Retailers have filed, yet 

the stores stay open. Bankruptcy thus must be something other than financial disaster. 

 

Impact of Personal Bankruptcies 



 

What impact are bankruptcies having on consumers and on the nation's financial institutions? The short answer is 

that rising bankruptcies are impacting all consumers and some, but not all, lenders. 

 

Many large commercial banks have been reporting record or near-record profits. That is true in part because some 

banks do more commercial lending than consumer lending, and it's also true because financial institutions pass along 

the cost of bankruptcy in their rates and fees, as they do with other costs. 

 

The same could be said of non-bank creditors. Any business is a creditor when it provides good or services and waits 

to be paid for them later on: electric and gas utilities, phone companies, landlords, retail stores with credit cards or 

other credit plans, doctors, dentists, hospitals, and others. All these businesses extend credit without collateral and 

lose what they are owed when unsecured debts are expunged in bankruptcy. So, the cost of bankruptcy is included 

on the expense side of the income statement. Banks put bankruptcy costs in their "provisions for loan losses;" AT&T 

includes its bankruptcy costs in a line on its income statement called "uncollectible bills." Consumers may or may not 

be aware of it, but most of what they spend every month has a bankruptcy cost factor built into it, from the phone bill 

to the car payment to the rent and the credit card bill. 

 

Lenders' business can be divided into two basic parts: loans made to individuals and loans made to businesses. 

Recently, business lending has been very profitable. Loan demand has been strong thanks to the economy and credit 

quality has been excellent. Oddly enough at a time when consumer bankruptcies are skyrocketing, credit quality on 

commercial loans is the best we've seen in many years. 

 

As recently as the late 1980s, commercial mortgage loans and loans on apartment buildings had very high 

delinquency and loss rates, due in part to sloppy lending and due in part to the fact that shopping centers, 

apartments, and office buildings were overbuilt in the 1980s. Today, when we aggregate the FDIC call and income 

reports of commercial banks -- and even when we look at the quarterly financial reports of the nation's remaining 

thrifts -- we see the opposite. Net chargeoffs are now extremely low on commercial mortgages and apartment 

building mortgages, as well as on non-real-estate commercial and industrial loans made to corporations for 

miscellaneous purposes. So, one reason behind good bank profits is the extraordinary strength of commercial 

lending. 

 

When we turn to loans made to individuals, we must subdivide that world into secured and unsecured loans. All of 

these are indeed being impacted by the personal bankruptcy increase, but the bulk of these loans are in 1-4 unit 

residential mortgages, which have homes as collateral. Lender losses on mortgages are comprised of chargeoffs 

when loans go into foreclosure minus recoveries when the foreclosed properties get sold. Here again, the strong 

economy and the super-powered housing market have helped enormously. In both 1996 and 1997, we saw record 

numbers of home purchases, plus accelerating average home prices. This has meant that foreclosed homes coming 

onto the market are selling rapidly and for good prices, enabling mortgage lenders to recover a substantial portion of 

their charged off loans. 

 

Of course, if the housing market slows, as it eventually must, then we will see more damage to mortgage lenders 

from bankruptcies. I know that the Mortgage Bankers Association is worried about this. 

 

Let's move to unsecured lenders. Here, we do see the impact of personal bankruptcies now. Each year, SMR 

produces a combined income statement for credit card banks, using the FDIC call reports and defining these banks 

as any banks whose credit card outstandings are more than 50% of their total loans. There are about 60 such banks 

in the United States, and they represent well over half of all credit card receivables. 



 

From 1994 to 1996, these banks as a group saw their after-tax profits as a percent of average managed assets 

decline from 2.26% to 1.31%, and the principle reason was the increase in the provision for loan losses, in turn higher 

due to escalating bankruptcies. When we calculate profitability for card issuers in 1997, in about a month, we strongly 

believe we'll see the 1.31% margin fall further to just over 1% even. Some credit card banks already have been 

unable or unwilling to cope, hence we have seen such events as Advanta Corp. recently selling its ailing card 

business to Fleet, and AT&T selling its card business to Citicorp. 

 

Credit card profitability, although much reduced, is still OK for the time being. The reason for that is simple: Credit 

card issuers have raised their prices to help compensate for bankruptcies. It's not the interest rates on credit cards 

that have gone up, but the fees. 

 

About 10 years ago, in 1987 and 1988, our collection of credit card direct mail pieces shows that late payment fees 

most typically were $5 or $10. In 1996, card issuers really started raising these fees, and they now usually range from 

$15 to $25. Also back in 1987 and 1988, many issuers charged no fees at all when consumers exceeded their credit 

line limits, although some charged $5 or $10. Now, over-limit fees also have jumped to the $15 to $25 range. 

 

The fastest-rising cost in credit cards is consumer bankruptcy, so these fee increases are being used to help pay for 

that cost and keep profits up. These new fees are arguably unfair, since they cannot be assessed on the bankruptcy 

filers who have caused them, and instead are charged to a class of people who can least afford to pay for them: 

people who have not filed for bankruptcy but are late payers or are over their credit limits, often due to financial 

stress. That's unfortunate, but how do you make a price increase fair when you cannot assess it on the customers 

who cause a cost increase? 

 

We have tried to estimate the public cost of bankruptcy, although this is not easy to do. The right method would be to 

have someone follow through to fruition all bankruptcy cases and add up all the amounts of debt ultimately 

discharged. No one I know has the time or money to do this. 

 

So, we can only use available data to make rough estimates of the cost of bankruptcy. One method is to look at how 

many good-paying customers creditors need to offset the impact of a single bankruptcy. 

 

For creditors, bankruptcy is a pre-tax expense. Our method is to look at the typical pre-tax profit earned by lenders 

per household and see how many households are needed to offset the cost of a bankruptcy filing. 

 

As of June, 1997, total outstanding consumer debt was $7.2 trillion, including a pro-forma debt amount for renters. 

Total outstanding financial debt per U.S. household turns out to be $72,455. In 1996, the most recent full year 

available, all U.S. banks as a group earned pre-tax profits of 1.74% of their outstanding assets, therefore their 

earnings per household would be 1.74% of the $72,455, or $1,261. 

 

The average amount discharged in a personal bankruptcy appears to be somewhere around $41,000, by our 

estimate from data compiled by Visa and the Credit Research Center. So, if you earn $1,261 from good-paying 

households per year, you divide that into the $41,000 you lose in a bankruptcy and conclude that it takes 33 good-

paying households to pay for a single bankruptcy case. 

 

In some ways, this impact is understated. In our compilation of debt, we did include a pro-forma amount for renters, 

but in fact the lenders don't get that money, landlords do. If you subtract the renter debt, you end out with total U.S. 



consumer debt of $5.139 trillion, or about $51,390 per U.S. household. Then, the lenders' pre-tax margin of 1.74% 

yields pre-tax income of $894 per household, and suddenly you find it takes 46 good-paying households to make up 

for one bankruptcy. 

 

The following table shows the more conservative assumption and concludes this paper. 

 

Number of good-paying households it takes to pay for one personal bankruptcy case: 

 

Total consumer financial debt (includes all loan debts and rent, but not medical, utilities, or other debts or monthly 

expenses) 

Source: Federal Reserve Bulletin, 6/97 

 

1-4 unit residential mortgage debt -- $3,912,079,000,000 

Pro-forma housing debt of renters -- $2,106,504,000,0001 

Auto debt -- $ 380,809,000,000 

Revolving (card) -- $ 491,813,000,000 

Other loans -- $ 354,339,000,000 

 

Total consumer financial/rent debt: $7,245,544,000,000 

 

1Pro-forma debt of renters calculated by SMR. Homeowners are 65% of all households and renters are 35% (Census 

Bureau). Since renters have to pay monthly amounts just like homeowners with mortgages, we have added this pro-

forma number based on the 35% of households being renters. 

 

# of households in the United States: 100 million 

 

Financial Debt/Household: $72,455 

 

All banks, pre-tax return on assets in 1996: 1.74% 

 

Financial industry pre-tax profits per household: ($72,455 X 1.74%): $1,261 

 

Average amount discharged in a personal bankruptcy: $41,000 

(Staten & Visa data, from samplings) 

Number of good, bill-paying households needed to compensate for one  

bankruptcy filer ($41,000/$1,261): 33 
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